I. INTRODUCTION
Since the 1969 codification of Internal Revenue Code section 385, 1 much litigation has turned on the issue of whether a cash advance from the shareholders of a closely-held corporation to the corporation itself should be characterized as debt or equity for the corporation's federal income tax purposes. 2 For instance, Corporation XYZ is formed by Shareholders A and B, who are individuals each owning 50 percent of issued common stock.
Immediately after the formation of the corporation, Shareholders A and B advance cash to the corporation for which they receive promissory notes. Here, the issue is whether the cash advance should be characterized as debt or equity for Corporation XYZ's federal income tax purposes.
These hypothetical facts mirror the facts of the Third Circuit's 1968 leading case, Fin Hay Realty Co. v. United States.
3 Importantly, Fin Hay Realty listed sixteen factors-many of which courts use-to determine whether such a cash advance is debt or equity. 4 One factor considered is
Courts have looked to many factors to determine whether a cash advance is debt or equity.
11 However, the ultimate inquiry is whether the corporation-shareholder transaction has the economic reality of a debtorcreditor relationship.
12 Courts measure economic reality by determining "whether the transaction would have taken the same form had it been between the corporation and an outside lender." 13 To determine if they will enter transactions, outside lenders primarily consider the risk associated with the borrowing corporation, measured by the corporation's "thinness" of capital structure and debt-to-equity ratio.
14 Because the tax characterization of a cash advance is an issue of economic reality exemplified by the "thinness" of capital structure of the corporation, 15 the Secretary of the Treasury should prescribe regulations under section 385 to establish guidance for thin capitalization. The proposed regulations should define thin capitalization as a principal factor in the analysis. In addition, because thin capitalization is most objectively exemplified by the debt-to-equity ratio, the proposed regulations should define the calculation of the debt-to-equity ratio using the fair market value of the corporation's liabilities and shareholders' equity.
Part II of this Comment examines the legislative, regulatory, and case law history of the debt versus equity inquiry. Part III argues that the "thinness" of capital structure of the closely-held corporation is a 14. See Bauer v. Comm'r, 748 F.2d 1365, 1369 (9th Cir. 1984) ("The purpose of examining the debt-to-equity ratio in characterizing a stockholder advance is to determine whether a corporation is so thinly capitalized that a business loss would result in an inability to repay the advance; such an advance would be indicative of venture capital rather than a loan." (citing Gilbert v. Comm'r, 248 F.2d 399, 407 (2d Cir. 1957))). See also WILLIAM J. CARNEY, CORPORATE FINANCE: PRINCIPLES AND PRACTICE 51 (Robert C. Clark et al. eds., 3d ed. 2015) ("[Financial leverage ratios] are employed by creditors in analyzing whether to extend credit to an enterprise, and by attorneys drafting bond indentures, to provide bondholders with reasonable safeguards."); id. at 55 (describing the debt-to-equity ratio as a financial leverage ratio "used a great deal to describe the leverage of a firm").
15. See supra text accompanying notes 11-14.
principal factor in the debt versus equity analysis. In addition, Part III argues that the Secretary of the Treasury should propose regulations regarding the calculation of the debt-to-equity ratio to provide more objective guidance to corporate taxpayers. Finally, Part III considers the beneficial effects of proposing regulations under section 385.
II. BACKGROUND

A. Background of Debt Versus Equity Characterization
Tax Implications of Debt or Equity Characterization for Corporate Financing
In forming capital structures, corporations can finance operations by issuing either debt or equity capital. 16 While neither the Internal Revenue Code (the Code) nor Treasury regulations contain express definitions of debt and equity, 17 courts define debt as "an unqualified obligation to pay a sum certain at a reasonably close fixed maturity date along with a fixed percentage in interest payable regardless of the debtor's income or lack thereof." 18 In contrast, courts define equity as an instrument held by a corporation's shareholder, "who seeks to make an investment and to share in the profits and risks of loss in the venture." 19 Thus, the corporation issues debt to creditors in exchange for cash or other property and pays interest to creditors over the term of the debt instrument. 20 Alternatively, the corporation issues stock to shareholders and pays dividends to shareholders in return for their investment. 21 16. Pratt, supra note 6, at 1059. See also PERONI & BANK, supra note 6, at 154-55 ("A corporation's capital structure consists of the securities issued by the corporation in exchange for the cash or other property or services contributed, or to be contributed, to it. The classic components of a capital structure include stock, which is understood to represent the ownership, or equity, interest in the corporation, and debt, which reflects a creditor interest . . . .") (emphasis added).
17. PERONI & BANK, supra note 6, at 158 ("There is presently no definition in the Code or the regulations which can be used to determine whether an interest in a corporation constitutes debt or equity for tax purposes. Such a determination must be made under principles developed in case law.").
18. 20. Pratt, supra note 6, at 1059-60. See also PERONI & BANK, supra note 6, at 155-56 (discussing the various extensions of credit to a corporation).
21. Pratt, supra note 6, at 1059-60. In the event of bankruptcy, the holder of the debt instrument "would regain his investment in liquidation as a creditor of the corporation before the equity holders would receive any of their investment." Meredith R. Conway, With or Without You:
Whether a cash advance is characterized as debt or equity has critical tax implications. The Code imposes federal income tax on most U.S. corporations with few exceptions. 22 The Code provides different tax treatment of debt and equity in several contexts. 23 However, the deductibility of interest from bona fide indebtedness is the main reason corporate taxpayers and the Internal Revenue Service (IRS) focus on debt versus equity questions. 24 The Code allows a corporation to take a tax deduction for "all interest paid or accrued . . . on indebtedness." 25 Yet, the Code does not contain a similar deduction for dividends that corporations pay to shareholders for their equity investments. 26 Therefore, corporate earnings are taxed at both the corporate entity level (via corporate taxable income) and the individual shareholder level (via shareholder dividend income), resulting in double taxation. 22. I.R.C. § 11 (2012) . This Comment's scope refers to closely-held "C" corporations, which are subject to United States federal income tax. A "C" corporation is a "corporation which is not an S corporation for such year." I.R.C. § 1361(a)(2). An "S" corporation is "a small business corporation for which an election under section 1362(a) is in effect for such year." I.R.C. § 1361(a)(1). As a result of the election under section 1362(a), an S corporation is not subject to corporate income tax. See I.R.C. § 1363(a). To be eligible for this exception from corporate income tax, the corporation must be domestic and must not: "(A) have more than 100 shareholders, (B) have as a shareholder a person . . . [subject to few exceptions] who is not an individual, (C) have a nonresident alien as a shareholder, and (D) have more than 1 class of stock." I.R.C. § 1361(b)(1)(A)-(D).
23. These contexts include the bad debt deduction and worthless stock capital loss. First, debt versus equity classification is important to proving a creditor-taxpayer's bad debt deduction under section 166, which provides that a deduction shall be allowed for "any debt which becomes worthless within the taxable year." I.R.C. § 166(a)(1). To be entitled to the deduction, the taxpayer must prove a bona fide debt, which "arises from a debtor-creditor relationship based upon a valid and enforceable obligation to pay a fixed or determinable sum of money." Treas. Reg. § 1.166-1(c) (as amended in 1986). See also Calumet Indus., Inc. v. Comm'r, 95 T.C. 257, 284 (1990) . Second, debt versus equity classification is important to establishing a creditor-taxpayer's worthless stock capital loss under section 165(g), which states that the loss from a worthless security which is a capital asset shall "be treated as a loss from the sale or exchange . . . of a capital asset." I.R.C. § 165(g)(1). Thus, "worthless stock is treated as a capital loss" because corporate stock is generally treated as a "capital asset" as defined in section 1221. Because a deduction is allowed for interest paid or accrued on indebtedness, "debt is usually preferable to stock" in a corporation's capital structure due to tax savings. 28 For the corporation, the amount of tax savings is the amount of the interest deduction multiplied by the issuing corporation's tax rate.
29
For the individual shareholder, the amount of interest received is taxable as gross income at the shareholder's ordinary income rate. 30 However, if the IRS recharacterizes purported debt into equity, then the distribution will be treated as a dividend with no associated deduction for the corporation. For the individual shareholder receiving qualified dividend income from the corporation, the tax rate is lowered from the ordinary income rateas high as 39.6 percent in 2015-to the long-term capital gain rateeither 0, 15, or 20 percent. 31 Increasing the ratio of debt to equity increases the value of the firm by reducing the burden of the corporate tax, but only up to the point at which the increased expected costs of financial distress resulting from increased leverage outweigh this benefit. The more debt a corporation issues, and thus the greater the benefit of the tax shield, the more it is worth-but only up to a point. At some point the increased expected costs of financial distress from replacing equity with debt begin to outweigh the tax benefits of increased leverage. Thus, the choice of optimal capital structure is widely seen as requiring a tradeoff of tax benefits against expected bankruptcy risk. 30. I.R.C. § 61(a)(4). In addition to the ordinary income rate, individual taxpayers may be subject to an additional 3.8 percent tax imposed on net investment income, including interest income, if the taxpayer exceeds a certain threshold based upon adjusted gross income. See I.R.C. § 1411.
31. I.R.C. § 1(h)(11)(B). Section 1(h)(11) reduced the tax rate for qualified dividend income-defined as "dividends received during the taxable year from (I) domestic corporations, and (II) qualified foreign corporations"-to the long-term capital gain rate. For individual taxpayers in the 10 or 15-percent tax brackets, the qualified dividend income tax rate is 0 percent. I.R.C. § 1(h)(1)(B), (11)(A). For individual taxpayers in the 25, 28, 33, or 35-percent tax brackets, the qualified dividend income tax rate is 15 percent. I.R.C. § 1(h)(1)(C), (11)(A). For individual taxpayers in the 39.6 percent tax bracket, the qualified dividend income tax rate is 20 percent. I.R.C.
shareholders may diminish the disadvantage of double taxation, there is still incentive to avoid payment of dividends to individual shareholders because "corporate profits remain more heavily taxed overall than are other forms of income." 32 In contrast, for the corporate shareholder receiving dividend income, the Code grants a special deduction. 33 If the corporate shareholder owns more than 80 percent of the voting power and value of stock of a domestic corporation and is, thus, a member of the same affiliated group as the corporation, the corporate shareholder is granted a deduction for the full amount of dividends received.
34
While the Code grants a deduction for interest on debt, it also imposes limits on this deduction. 35 For instance, section 163(j) provides that interest paid by a corporation to a related tax-exempt or foreign entity is not deductible if: (1) the corporation has a debt-to-equity ratio as of the close of the year in excess of 1.5 to 1; and (2) the corporation's net interest expense is greater than 50 percent of its adjusted taxable income. 36 Further, Code regulations do not allow a deduction for "[i]nterest calculated for . . . purposes on account of capital or surplus invested in the business which does not represent a charge arising under an interest-bearing obligation." 35. See Scarborough, supra note 28, at 490 ("[T]he tax law places limits on a corporation's ability to replace equity with conventional (that is, noncontingent, full-recourse) debt to minimize double taxation of corporate income.").
36. I.R.C. § 163(j). Section 163(j) applies to a narrow subset of U.S. taxpayers who do not meet the statutory safe harbor with a debt-to-equity ratio of 1.5 to 1, pay "disqualified interest," and have "excess interest expense." See id. This Comment applies to a wider scope of taxpayers covered by section 385. As another example of where the Code limits the deductibility of interest, section 163(e)(5) denies full deductibility for original issue discount on debt instruments if (1) the instrument has a yield that exceeds the applicable federal rate plus 5 percentage points; (2) the instrument has a term of more than five years; and (3) as of the end of the fifth year more than one year of original issue discount is deferred. I.R.C. § 163(e)(5), (i).
37. Treas. Reg. § 1.163-1(c) (as amended in 1976).
corporation (acting as a shareholder) and a subsidiary corporation. 38 The parent's control over the subsidiary poses an opportunity to create "fictional debt."
39
Courts emphasize the importance of an ongoing debtor-creditor relationship in determining whether to allow an interest deduction. 40 In addition, courts focus on objective evidence-such as payment terms and a maturity date on the debt instrument-to determine whether a purported loan is bona fide indebtedness or an equity investment. In addition to different types of debt and equity instruments, leveraged buybacks of corporate stock increased during the 1980s as a way to replace equity with debt to utilize interest deductions. 46 As a result, on average, corporate capital structures contained more debt and less equity. 47 In the 1990s, derivative transactions increased in the financial marketplace, causing an added level of complexity to distinguishing between equity and debt. 48 Finally, an increase in international business has resulted in an increase in cash transfers from foreign parent entities to foreign-owned U.S. companies, which then claim a deduction for interest expense.
49 For corporation's shares, earnings, or business risks. Instruments in this third category include swaps, options, and forward contracts on a corporation's own stock, earningslinked contingent debt, more traditional convertible debt, and derivatives used to shift specific business risks from the corporation to other parties.
Id.
45. Hariton, supra note 27, at 500. For instance, high yield debt is "subordinated to other creditor interests," so that in the case of bankruptcy, high yield debt holders are senior only to equity holders. Pratt, supra note 6, at 1071. Because of their low priority, high yield bondholders are promised a disproportionately high interest rate, which causes the high yield bonds to bear strong similarities with preferred stock, a type of equity security. 46. See Eicher & Hitt, supra note 8 ("[T]he Tax Code was at least partially responsible for the acquisition and takeover frenzy of the 1980s, which relied heavily on leveraged transactions and the resulting interest expense deductions."). See also Scarborough, supra note 28, at 529 ("The 1980's saw increased use of leveraged buy-backs of corporate stock as a way to replace equity with debt to reduce double taxation of corporate income. Corporations used leveraged buy-backs of their stock as a form of self-help integration of the corporate and investor taxes.").
47. Pratt, supra note 6, at 1070 ("During the 1980s, public corporations began to issue significantly more debt. This debt was frequently issued in exchange for outstanding stock of the corporation. The result was that corporate capital structures, on average, included more debt and less equity.").
48. Hariton, supra note 27, at 500-01. 51 Holding that the funds should be characterized as equity for U.S. federal income tax purposes, the Tax Court disallowed the U.S. subsidiaries' significant tax deduction for interest expense in the amount of $133 million. 52 Considering these changes in the financial marketplace, many of the traditional debt versus equity factors, discussed below, are no longer relevant to the analysis. The debt versus equity issue has a decades-long legislative and regulatory history, the apex of which was Congress's 1969 enactment of Code section 385. 54 The 1969 enactment authorized the Treasury to prescribe regulations defining corporate stock and debt for U.S. federal income tax purposes.
55
The Senate Report noted the difficulty of enacting comprehensive and specific statutory rules to distinguish between debt and equity. 56 The Notably, one of the five factors is the debt-to-equity ratio, a concept that gained more attention when the Treasury proposed regulations under section 385 on March 24, 1980.
60
The Treasury provided for an objective debt-to-equity ratio by proposing: "[A] corporation's debt is not excessive if . . . [t]he corporation's outside ratio is less than or equal to 10:1, and . . . [t]he corporation's inside ratio is less than or equal to 3:1." 61 The term outside ratio refers to "the ratio that the liabilities, excluding trade accounts payable and other accrued payables, bear to the stockholders' equity." 62 In contrast, the term inside ratio refers to the ratio of liabilities-excluding trade accounts payable, other accrued payables, and liabilities to independent creditors-to the stockholders' equity.
63
The proposed regulations also included provisions for the calculation of the debt-to-equity ratio, which had been an area of dispute. 64 In the calculation of both the outside and inside ratios, the proposed regulations disregarded trade accounts payable, accrued operating expenses, and similar items. 65 The Treasury's rationale was that trade accounts payable and accrued expenses vary widely during the year; consequently, if these figures were included in debt, "one of the principal purposes of the regulations, which is to provide a high degree of certainty for 59. I.R.C. § 385(b)(1)- (5) corporations," would be defeated.
66
Despite the Treasury's efforts, the final regulations proved controversial for "being too anti-business," 67 and revised regulations were published on January 5, 1982.
68 Subsequently, on July 6, 1983, the final regulations and proposed revisions were withdrawn; thus, the Treasury failed to enact regulations under section 385. 69 In 1989, Congress amended section 385 to authorize the Treasury to issue regulations that would bifurcate instruments into equity and debt portions, 70 but these regulations have not been issued. In 1992, Congress amended section 385 by adding subsection (c), which binds the issuing taxpayer-but not the IRS-to the "characterization (as of the time of issuance) by the issuer as to whether an interest in a corporation is stock or indebtedness."
71 Since the enactment of section 385, the IRS has rarely issued revenue rulings and notices in regards to the debt versus equity issue.
72
In April 1994, however, the IRS did issue Notice 94-47, 73 one of few official notices providing guidance on the debt versus equity issue. Notice 94-47 was issued in response to transactions formed in such a way as to be treated as debt for federal income tax purposes but as equity 72. For instance, in 1983, the IRS issued Revenue Ruling 83-98 regarding adjustable rate convertible notes (ARCNs). The ruling takes the position that "the ARCNs were equity, not debt, because there was no debtor-creditor relationship between the issuer and the holders of the ARCNs." Pratt, supra note 6, at 1082 (citing to Rev. Rul. 83-98, 1983-2 C.B. 40).
73. I.R.S. Notice 94-47, 1994-1 C.B. 357.
for regulatory, rating agency, or financial accounting purposes. 74 The Notice listed the following factors-including thin capitalization-that may be considered in making the determination of an instrument for federal income tax purposes:
1. whether there is an unconditional promise on the part of the issuer to pay a sum certain on demand or at a fixed maturity date that is in the reasonably foreseeable future; 2. whether holders of the instruments possess the right to enforce the payment of principal and interest; 3. whether the rights of the holders of the instruments are subordinate to rights of general creditors;
4. whether the instruments give the holders the right to participate in the management of the issuer;
whether the issuer is thinly capitalized;
6. whether there is identity between holders of the instruments and stockholders of the issuer; 7. the label placed upon the instruments by the parties; and 8. whether the instruments are intended to be treated as debt or equity for non-tax purposes, including regulatory, rating agency, or financial accounting purposes.
75
Since the issuance of Notice 94-47, there have been no major regulatory debt versus equity developments. 76 As a result, there is no comprehensive statutory or regulatory guidance on what makes a cash advance equity or debt.
77
B. Case Law of the Debt versus Equity Characterization
Circuit Courts' Various Approaches to Debt versus Equity Characterization
Because Congress and the Treasury have not defined debt and equity, there is lack of uniformity regarding this issue among courts-even in 74 1986 ) (noting no one factor of an eleven-factor test is dispositive and the test must be applied to "the particular circumstances of each case"). The factors include:
(1) the names given to the instruments, if any, evidencing the indebtedness; (2) the presence or absence of a fixed maturity date and schedule of payments; (3) the presence or absence of a fixed rate of interest and interest payments; (4) the source of repayments; (5) the adequacy or inadequacy of capitalization; (6) the identity of interest between the creditor and the stockholder; (7) the security, if any, for the advances; (8) the corporation's ability to obtain financing from outside lending institutions; (9) the extent to which the advances were subordinated to the claims of outside creditors; (10) the extent to which the advances were used to acquire capital assets; and (11) the presence or absence of a sinking fund to provide repayments.
Id.
83. See Bauer v. Comm'r, 748 F.2d 1365, 1368 (9th Cir. 1984) (utilizing an eleven-factor test). The factors include:
(1) the names given to the certificates evidencing the indebtedness; (2) the presence or absence of a maturity date; (3) the source of the payments; (4) the right to enforce the payment of principal and interest; (5) participation in management; (6) a status equal to or inferior to that of regular corporate creditors; (7) the intent of the parties; (8) "thin" or adequate capitalization; (9) identity of interest between creditor and stockholder; (10) payment of interest only out of "dividend" money; and (11) the ability of the corporation to obtain loans from outside lending institutions. (1) the names given to the certificates evidencing the indebtedness; (2) the presence or absence of a fixed maturity date; (3) the source of payments; (4) the right to enforce payment of principal and interest; (5) participation in management flowing as a result; (6) the status of the contribution in relation to regular corporate creditors; (7) the intent of the parties; (8) 'thin' or adequate capitalization; (9) identity of interest between creditor and stockholder; (10) source of interest payments; (11) the ability of the corporation to obtain loans from outside lending institutions; (12) the extent to which the advance was used to acquire capital assets; and (13) the failure of the debtor to repay on the due date or to seek a postponement.
ten-factor test. 85 In the aggregate, courts have looked to as many as thirty-eight factors to distinguish debt from equity, 86 with no one factor as dispositive. 87 Consequently, with the debt versus equity issue comes a "lack of clarity, certainty, and logic in the judicial analysis" 88 resulting in a lack of certainty in tax planning and little guidance for corporations in structuring transactions. 89 91 with facts that arguably point to equity, the Fifth Circuit found that the sole shareholder of a corporation received valid debt in exchange for a warehouse. 92 The facts supporting equity characterization were: the purported loan amount of $125,000 was not secured by a mortgage; the purported debt agreement did not provide for interest, but rather provided for the $125,000 to be paid off at $4,000 semiannually; and the corporation had nominal assets other than the warehouse, indicating it would not have liquidity to pay principal payments. Because the court determined that the shareholder's equity interest was "separable" from his debt interest, the court bifurcated the instrument for federal income tax purposes. 97 Thus, when the corporation liquidated, the $50,000 at issue represented the settlement of the right to share in the corporation's financial success, rather than payment of interest on a $70,000 loan that had already been paid in full. 98 Although case law lacks a consistent analysis of the debt versus equity factors, courts agree that "[a] payment for which a taxpayer seeks a deduction must have economic substance." 99 In other words, interest is only deductible when it results from a transaction that has a "purpose, substance or utility apart from [its] anticipated tax consequences." 100 Accordingly, the substance-rather than the form-of a transaction controls its tax treatment. 101 For instance, in Laidlaw Transportation, Inc. v. Commissioner, 102 the Tax Court gave less weight to the debt versus equity factors relating to the form of the transaction, showing that labels like "debt" or "indenture" used for a transaction may signify little when the substance of the transaction supports equity characterization. 103 In Ramig v. Commissioner, 104 the Tax Court held that cash advances were equity even though four factors pointed to equity investment and five factors pointed to debt. 105 This holding shows that the debt versus equity inquiry is "no mere counting of factors."
106 Therefore, the various approaches of the circuit courts and the Tax Court indicate the lack of uniformity regarding the debt versus equity inquiry. 
Recent Cases on Debt versus Equity Characterization
The Tax Court reported few debt versus equity cases from 2003 to  2009. 107 However, reporting of debt versus equity cases has become more common since 2010, likely due to a combination of factors.
108
These factors include the increase in IRS resources to work on debt versus equity cases, the notable growth in cross-border financing, and being a part of the "larger regulatory effort towards deleveraging the U.S. economy." 109 In 2012, three debt versus equity cases determined in the Tax Court show the high tax dollars at stake, as well as how the Tax Court has analyzed thin capitalization. Accordingly, the petitioner was unable to deduct a $15,569,004 capital loss because capital losses result from investments in capital assets, not from debt. 113 The Tax Court analyzed eleven factors to arrive at its holding.
114
One of the factors was adequacy of capitalization. 115 The court stated: "The purpose of examining the debtto-equity ratio in characterizing an advance is to determine whether a corporation is so thinly capitalized that it would be unable to repay an advance. Such an advance would be indicative of venture capital rather (1) the labels on the documents evidencing the alleged indebtedness; (2) the presence or absence of a maturity date; (3) the source of payments; (4) the right of the alleged lender to enforce payment; (5) participation in management; (6) a status equal to or inferior to that of regular corporate creditors; (7) the intent of the parties; (8) the adequacy of the (supposed) borrower's capitalization; (9) whether stockholders' advances to the corporation are in the same proportion as their equity ownership in the corporation; (10) the payment of interest out of only "dividend money"; and (11) the borrower's ability to obtain loans from outside lenders. In this case, ScottishPower plc (ScottishPower) advanced almost $5 billion to NA General Partnership (NAGP). 120 The cash advanced was recorded with loan notes, which had specified maturity dates and allowed ScottishPower the right to enforce payment.
121
The Tax Court analyzed eleven factors, many of which coincided with the factors in Hewlett-Packard.
122
In analyzing the factor of thin capitalization, the Tax Court emphasized the importance of analyzing the debt-to-equity ratio in the context of the corporation's industry.
123 "For example, companies with high levels of business risk, such as those in highly uncertain environments (e.g., high-tech) or in cyclical or volatile industries generally cannot bear the risk of significant leverage. The opposite is true generally for companies with low business risk (e.g., utilities)."
124
In this case, NAGP's expert witness compared the debt-to-equity ratio of NAGP to the ratios of similarly situated utilities, which the court used to arrive at its holding. 125 The expert witness also utilized the fair market value of NAGP's equity value to determine that NAGP had an adequate (1) the name given to the documents evidencing the indebtedness; (2) the presence of a fixed maturity date; (3) the source of the payments; (4) the right to enforce payments of principal and interest; (5) participation in management; (6) a status equal to or inferior to that of regular corporate creditors; (7) the intent of the parties; (8) "thin" or adequate capitalization; (9) identity of interest between creditor and stockholder; (10) payment of interest only out of "dividend" money and (11) the corporation's ability to obtain loans from outside lending institutions.
Id.
123. Id. at *12 ("The debt to equity ratio that is adequate in one industry may be inadequate in another.").
124. The Tax Court analyzed thirteen factors to arrive at its holding. 129 In determining the "thinness" of capital structure factor supported equity characterization, the court relied on the entity's debt-to-equity ratio according to industry standards.
130
In addition, the court noted: "[P]erhaps most convincingly, . . . a commercial bank or third party lender would not have engaged in transactions of comparable risk."
131
Similar to its analysis in NA General Partnership, the Tax Court emphasized the importance of industry standards in analyzing the debtto-equity ratio, as well as the importance of third party lenders.
132
The common themes of these three cases show the types of cases on which the IRS, as well as the Tax Court, currently focus. 133 First, these cases portray the large dollars at stake for corporations regarding the debt versus equity characterization of a cash advance. 134 Second, these cases support the importance of analyzing the debt-to-equity ratio in the context of the subsidiary's industry. 135 Finally, these cases exhibit that taxing authorities are increasingly scrutinizing cross-border intercompany financing arrangements. (1) names or labels given to the instruments; (2) presence or absence of a fixed maturity date; (3) source of payments; (4) right to enforce payments; (5) participation in management as a result of the advances; (6) status of the advances in relation to regular corporate creditors; (7) intent of the parties; (8) identity of interest between creditor and stockholder; (9) "thinness" of capital structure in relation to debt; (10) ability of the corporation to obtain credit from outside sources; (11) use to which advances were put; (12) failure of debtor to repay; and (13) 
Case Law Supporting Thin Capitalization as a Principal Factor
Although this field of law may defy symmetry, the ultimate issue in the debt versus equity distinction lies in objective tests of economic reality. 137 The touchstone of economic reality is "whether the transaction would have taken the same form had it been between the corporation and an outside lender." 138 In the context of debt versus equity classification, an economic reality test asks whether the "funds were advanced with the reasonable expectation of repayment regardless of the success of the business." 139 Here, the debt-to-equity ratio is the most commonly used criterion to analyze economic reality. 140 For instance, an outside creditor is more willing to extend funds if a corporation has a low debt-to-equity ratio, which is associated with more assets available to support loans. 141 In other words, a creditor is likely more secure if there is a "cushion" in shareholders' equity.
142 In addition to analyzing economic reality, the ratio is also the most objective way to determine if a corporation is thinly capitalized.
143 Therefore, thin capitalization has remained a principal factor in judicial analysis over the past several decades.
144
Courts have not determined a safe harbor that automatically would classify debt as a "sham merely because of a high debt-to-equity ratio." 141. See Gibson, supra note 7, at 480 ("The creditor's position is more secure if there exists a cushion at the shareholder equity level. Presumably, an outside creditor is more willing to extend credit if a corporation has a low debt-to-equity ratio, as there are more assets available to support additional loans.").
142. Id. 143. See Becker, supra note 28, at 228 (asserting that a debt-to-equity ratio test is based upon "more objective and verifiable criteria").
144. See id. at 221 (stating that the adequacy of capitalization of the corporation is a "significant, but not conclusive, factor in distinguishing stock from debt"). See also Gibson, supra note 7, at 480 ("[T]hin capitalization remains an important element in the judicial analysis of the debt/equity distinction.").
145 Expert testimony is considered to determine whether a corporation is adequately capitalized according to the standards of the corporation's industry. 147 As a result, the amount of equity capital that would be inadequate in one industry may be sufficient by standards of another industry.
148
Courts have also considered the prospect of future earnings, which may justify a high debt-to-equity ratio and result in debt characterization. 149 While the Treasury proposed regulations in 1980 for both the outside and inside debt-to-equity ratios, 150 the Tenth Circuit held that the relevant ratio is the outside ratio, which compares the corporation's total liabilities to shareholders' equity.
151
The Tenth Circuit's rationale was that the outside ratio "is the ratio a prospective creditor would have considered when deciding whether to advance funds." 147. See Scotland Mills, 24 T.C.M. (CCH) at 273 (stating that courts "must give consideration to expert testimony as to whether a given company is adequately capitalized by the standards of the industry").
148. higher, and (c) the recipient of the funds used a substantial part of the funds to buy capital assets and to meet expenses needed to begin operations." 155 Additionally, in Bauer v. Commissioner, 156 the Ninth Circuit examined the debt-to-equity ratio "to determine whether a corporation is so thinly capitalized that a business loss would result in an inability to repay the advance; such an advance would be indicative of venture capital rather than a loan." 157 The court was "concerned with the degree of risk the loan presents to the lender and whether an independent lender, such as a bank, would be willing to make the loan."
158 Therefore, one of the common factors among the circuits' lists of factors, as well as the factors listed in section 385 and Notice 94-47, is the "thinness" of the capital structure of the corporation, determined by the debt-to-equity ratio.
159
III. ANALYSIS
The courts' application of the debt versus equity factors as a whole makes clear that thin capitalization is a principal factor. Therefore, the Treasury should propose regulations under section 385 to establish thin capitalization as a principal factor in the analysis. The regulations should also define the inputs-namely, total indebtedness and total assets minus total indebtedness-into the calculation of the debt-to-equity ratio. Such regulations would have the beneficial effects of decreasing litigation, fulfilling congressional intent, increasing predictability and consistency, and incentivizing corporations to decrease debt.
A. Other Debt Versus Equity Factors
Before turning to a specific discussion of thin capitalization, however, a brief critique of several other factors listed in case law, section 385, and Notice 94-47 is necessary. Several of the factors have been discounted or considered irrelevant in particular cases, showing that the factors-derived from case law from the mid-1900s-are no longer relevant in the current financial market.
These factors include participation in management, subordination, intent of the parties, sinking fund or source of payments, and use of cash advance to purchase capital 155 assets.
Participation in Management
One of the factors listed in Notice 94-47 and analyzed in several cases is "whether the instruments give the holders the right to participate in the management of the issuer." 160 If a purported creditor has an increased right to participate in management of the issuer because of the cash advance, then the purported creditor participates as a shareholder rather than as a bona fide creditor. 161 Thus, the IRS would likely argue that the purported debt should be characterized as equity. 162 As the Third Circuit noted, however, it may be common for creditors to sit on a corporation's board of directors, particularly when the corporation has financial problems. 163 Similarly, the Tax Court noted that creditors' participation in management may be "necessary for compliance with State law on securities registration." 164 Because a lender's participation in management may be required in some jurisdictions, this factor should not hold much weight in the debt versus equity analysis. The Tax Court recognizes this observation and has conceded that this factor is neutral in cases in which a parent advances cash to a subsidiary. 165 Therefore, participation in management is of little value in the debt versus equity analysis.
Subordination
Case law, section 385, and Notice 94-47 also refer to subordination, which considers "whether the rights of the holders of the instruments are subordinate to rights of general creditors."
166 Accordingly, if the holders of the instruments have rights subordinate to the rights of general creditors, then this suggests the cash advance should be characterized as equity. 167 The Tax Court has observed, however, that subordination has become "increasingly common in the business world" and should not preclude the cash advances from constituting bona fide indebtedness.
168
In Green Bay Structural Steel, Inc. v. Commissioner, 169 the Tax Court took a step further by treating subordination as an "approved business practice," rather than treating the note holders as preferred shareholders. 170 Thus, subordination holds little weight in the debt versus equity analysis.
Intent of the Parties
The intent of the parties is also a factor considered when determining debt versus equity characterization. 171 In other words, did the parties intend for the financial instrument to be treated as debt or equity? However, as the Fifth Circuit observed, the problem here is that "courts look to intent only when other relevant, objective factors regarding the transaction fail to clearly indicate either debt or equity." 172 As discussed above, 173 in Laidlaw Transportation, Inc. v. Commissioner, 174 the Tax Court noted that if the parties indicate their intent by labeling a document as debt when in substance it is equity, the intent of the parties holds little, if any, weight.
175 Accordingly, the intent of the parties holds minimal weight in the debt versus equity analysis.
Sinking Fund or Source of Payments
Not mentioned in section 385 or Notice 94-47, 176 the two factors of sinking fund and source of payments are duplicative because a sinking fund is an account reserved specifically for repayment of debt. 177 Courts have held that if a sinking fund is a source of interest and principal payments, courts are more likely to assign debt characterization to the 168 cash advance from the parent to the subsidiary corporation.
178
Alternatively, if there is not a sinking fund and the source of interest payments is earnings of the borrowing corporation, courts are more likely to characterize the cash advance as equity because repayment of the cash advance looks like a dividend.
179
The Tax Court has supported debt characterization and found nothing objectionable about payment of interest through earnings when projected earnings are substantial and adequate assets act as a reserve. 180 Similarly, the Tax Court has discounted this factor by holding debt characterization where financial projections provided reasonable justification to expect repayment of both accrued interest and the principal amount of advances.
181 As a result, debt characterization may result notwithstanding the source of repayments of interest or principal.
182 Therefore, these factors are of little value in the debt versus equity analysis.
Use of Cash Advance to Purchase Capital Assets
Some courts, in determining whether a cash advance is debt or equity, have considered whether the borrowing corporation used cash advances to purchase capital assets.
183 Similar to the sinking fund and source of payments factors, this factor is not listed in either section 385 or Notice 94-47. 184 Yet, several court opinions have looked to this factor to characterize a cash advance as equity. In Scriptomatic, Inc. v. United States, 185 the U.S. District Court for the Eastern District of Pennsylvania disregarded this factor, asserting:
First, to require, as a rule of law, that to avoid certain tax consequences a company must acquire its core assets solely with capital funds is unrealistic and unfair. It is not necessary that essential properties be acquired by paid in equity for a company to have a sound financial structure. In fact, it may be detrimental to tie up its total capital in that way. It is common business practice to obtain financing to buy core assets from many different sources.
186
The district court pointed out that businesses often use third party debt, rather than shareholders' equity, to purchase capital assets.
187
Other courts have concurred because some courts simply ignore this factor. 188 Consequently, this factor holds little weight in the debt versus equity analysis.
B. Thin Capitalization as a Principal Debt Versus Equity Factor
The numerous factors used by the courts to analyze the debt versus equity issue can "easily [be] manipulated and no one factor alone is determinative."
189
As such, "reliance on more objective types of evidence is generally desirable" to resolve debt versus equity controversies. 190 The debt-to-equity ratio offers an objective evaluation of whether a cash advance is debt or equity for tax purposes, and the ratio serves as a strong indication of whether the corporation is thinly capitalized.
While several other factors in the debt versus equity analysis have proved of little value, thin capitalization remains a principal factor. In John Kelley Co. v. Commissioner, 191 the Supreme Court of the United States established the importance of thin capitalization as the test for economic reality in passing dictum: "As material amounts of capital were invested in stock, we need not consider the effect of extreme situations such as nominal stock investments and an obviously excessive debt structure."
192
Thin capitalization, determined from the debt-to-equity ratio, is an important factor to which a third party commercial lender would look. principal factor. 194 Performed by three experts in tax law, the study found the seven "most discriminative" factors: (1) enforcement of creditor's rights; (2) debt-to-equity ratio; (3) creditworthiness of borrower; (4) formal documentation; (5) use of corporate profits as the source of repayment; (6) subordination; and (7) sinking fund. 195 While the debt-to-equity ratio is not at the top of the list, it is noteworthy that the creditworthiness of the borrower-often determined by use of the debt-to-equity ratio-is among these factors. Because these factors appear duplicative, this observation indicates their combined importance to the debt versus equity analysis.
Analysis by other commentators supports the assertion that thin capitalization is a principal factor of the debt versus equity analysis. Two commentators of KPMG LLP classified the debt versus equity factors into four categories: useful, malleable, neutral, and deadwood.
196
The useful category included: (1) "Intent of the parties"; (2) "Thinness of capital structure"; (3) "Credit risk"; and (4) "Source of 'interest' payments." 197 Similar to the empirical analysis published in 1990, Greenaway and Marion rank thin capitalization and credit risk, or creditworthiness, among the top useful factors in the debt versus equity analysis.
198
In a similar way, another commentator proposed a direct approach to the debt versus equity classification by using the "availability of thirdparty loans" as the principal test to apply to shareholder loans in closely held corporations.
199
Focusing primarily on this factor supports the assertion that the "thinness" of capital structure is a major factor because in order to obtain a third-party loan, an entity must not be "thinly" capitalized and must have a comparatively advantageous debt-to-equity ratio.
In contrast, other commentators assert that the factor of the issuer's capitalization should be disregarded altogether from the analysis in nearly all circumstances because "[a] corporation should be free to choose its own best mix of debt and equity without concern that the Service or courts will subsequently reclassify some of its debt as equity for tax purposes."
200 Furthermore, "[t]he average debt ratio of some very successful corporations in Japan would fail almost all of the tests advanced in the past by courts and the Treasury."
201 Although these observations may be true, the issuer's capital structure is a main factor that a lending institution, such as a bank or credit union, would consider when deciding whether to extend credit to a debtor. 202 The debt-toequity ratio is "often used by lenders to determine whether an enterprise can obtain additional future financing . . . [and] whether that enterprise is in compliance with debt covenants under existing obligations."
203 While a corporation should be free to choose its own debt-equity mix, if the corporation has a very high debt-to-equity ratio that would cause a thirdparty creditor to not lend funds, the corporation should not be entitled to debt characterization-and associated interest deductions-for U.S. federal income tax purposes. Therefore, thin capitalization proves a principal factor in the debt versus equity analysis.
C. Proposal to Solve the Debacle
Case law has demonstrated that thin capitalization is a principal factor in the debt versus equity analysis. 204 Yet, there is a general lack of guidance for the corporate taxpayer regarding thin capitalization. 205 Therefore, the Treasury should provide guidance to improve the tax system, 206 increase predictability for taxpayers and consistency across the courts, and decrease litigation. 207 , supra note 6 (asserting that section 385 regulations would "substantially improve the tax system").
207. See Becker, supra note 28, at 234 (asserting that section 385 regulations would "add considerable certainty to the planning of capital structures of corporations" and "should significantly reduce the litigation in this area").
that debt versus equity issues should be determined solely under case law, 208 Congress intended the Treasury to provide guidance through section 385 regulations for corporate taxpayers. 209 Specifically, under section 385(a), the Secretary of the Treasury should prescribe the "necessary or appropriate" 210 regulations to provide more guidance on thin capitalization. As discussed above, 211 the proposed regulations should establish the "thinness" of capital structure, and associated debt-to-equity ratio calculation, 212 as a principal factor for debt versus equity characterization. The term principal factor means that the proposed regulations should specify that thin capitalization is not a dispositive factor in the analysis (i.e. as a single factor in the analysis, it is not determinative of debt or equity characterization); however, the factor of thin capitalization must be considered in determining whether a cash advance is debt or equity. 213 The proposed regulations should not dictate an objective safe harbor debt-to-equity ratio because of differing business models across industries. 214 Furthermore, the proposed regulations should specify that the fair market values of debt and equity-rather than adjusted tax basis or book value-must be used for inputs of the ratio. 212. The proposed regulations should also establish the debt-to-equity ratio calculation to take place at the end of the taxable year, consistent with section 163(j). See I.R.C. § 163(j)(2)(A)(ii) (asserting the applicable ratio of debt to equity is "as of the close of such taxable year").
213. Treasury regulations use the term principal factor in other contexts. For example, a Treasury regulation under § 2032A regarding material participation in farm or other business operations states: "No single factor is determinative of the presence of material participation, but physical work and participation in management decisions are the principal factors to be considered." Treas. Reg. § 20.2032A-3(e)(2) (as amended in 1981). Additionally, in determining whether income or capital gain is "effectively connected for the taxable year with the conduct of a trade or business in the United States," the principal factors to be applied are the asset-use test and the businessactivities test. Treas. Reg. § 1.864-4 (as amended in 2005).
214. See infra Part III.C.1. 215. See infra Part III.C.2. The proposed regulations should contain the following crucial language regarding fair market value:
The debt-to-equity ratio of a corporation is the ratio that (i) the fair market value of the
No Objective Safe Harbor Debt-to-Equity Ratio
Regarding a safe harbor debt-to-equity ratio, in Post Corp. v. United States, 216 the Court of Claims observed: "[C]ourts have uniformly rejected any fixed ratio of debt to equity as a per se test of tax avoidance, recognizing instead that corporations in various industries and in different stages of development have legitimate needs for varying debt structures . . . ." 217 The Court of Claims' observation is unequivocally true because courts have ruled across the entire spectrum in regards to debt-to-equity ratios. 218 Courts have found debt characterization where the corporation's debt-to-equity ratios were 17 to 1, 219 310 to 1, 220 and 692.5 to 1. 221 In addition, the Tax Court found equity characterization where the corporation's debt-to-equity ratio was 166 to 1 222 and 9.5 to 1.
223
These irreconcilable figures provide further support that the regulations should not provide for a safe harbor debt-to-equity ratio. Rather, the focus should be on the economic reality and industry of the corporation.
The Tax Court exemplified this approach in Delta Plastics, Inc. v. Commissioner. 224 Holding that the cash advance was debt, 225 the court stated:
corporation's liabilities, bears to (ii) the corporation's stockholders' equity. The stockholders' equity in a corporation is the excess of (i) the fair market value of its assets, over (ii) the fair market value of its liabilities. Fair market value is the price at which an asset or liability would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both having reasonable knowledge of all relevant facts. The language in these definitions is modeled off of Proposed Regulation [The debt-to-equity ratio of 9.5 to 1] indicates that the companies as a group were thinly capitalized. The large deficits in retained earnings and negative owners' equity for most of these companies also supports our finding that the integrated coal business operated by Sigmon was thinly capitalized. This factor further supports our conclusion that this advance represented a contribution to capital. In spite of petitioner's initial debt-to-equity ratio of 26:1, prior to startup of petitioner, petitioner's officers and directors understood petitioner's business and the plastics manufacturing industry and reasonably projected that petitioner would be successful. As a result of revenues quickly generated by its operations, petitioner's debt-to-equity ratio was reduced in just over 3 years to 4:1. This reduction indicates to us, in this case, that petitioner was adequately capitalized from its inception.
226
In this case, if the Tax Court had applied a safe harbor debt-to-equity ratio of 10 to 1, 227 then the 26 to 1 ratio would have failed the safe harbor test from the outset. Thus, the result would have been that the cash advance was equity, not debt. However, the Tax Court looked to the economic reality of the capital structure and to the financial situation of the corporation to arrive at its holding.
228
While lack of an objective safe harbor may provide no definite criteria for corporations to judge whether a court will consider its capital structure inadequate, 229 the flexibility of debt-to-equity ratios across industries trumps the safe harbor approach. 230 While companies may typically issue debt with a debt-to-equity ratio of approximately 3 to 1, there may be industries in which a supportable debt-to-equity ratio is above or below this level. 231 For example, a reasonable debt-to-equity in the insurance industry may be unreasonable in other industries. Therefore, the proposed regulations should not dictate a safe harbor debtto-equity ratio.
Fair Market Values for the Debt-to-Equity Ratio
Because the debt-to-equity ratio is critical to the debt versus equity espite the potential benefits of flexibility, the amalgamation of ratios deemed acceptable and unacceptable by various courts provides no definite criteria for corporations to judge whether a court will consider its capital structure inadequate."); Eicher & Hitt, supra note 8 ("[A] safe harbor is still necessary so that taxpayers can structure financing transactions without fear of subjective interpretation of the rules by courts and the Service."). See also Gibson, supra note 7, at 482 ("In order to provide more certainty to the corporate community, the Congress, Treasury Department, or the courts should develop safe harbor rules, expressly indicating what ratios presumptively will be considered adequate.").
230. For instance, the IRS considers the importance of industry norms by referring to them in the fact pattern of Revenue Ruling 85-119: "HC is not thinly capitalized. Whether the Notes constitute debt or equity, after their issuance HC will have a debt-equity ratio that is within the industry norm." Rev. Rul. 85-119, 1985-2 C.B. 60.
231. Antoon, supra note 136.
analysis, the proposed regulations should address the calculation of the debt-to-equity ratio. Over the decades of litigation in this area, courts have not agreed upon standards or a mathematical formula for the debtto-equity ratio. 232 Some commentators posit that this lack of agreement suggests that the ratio is "rarely decisive despite the effort practitioners and the Service tend to put into the calculations." 233 However, this argument loses sight of the main purpose of looking to the debt-to-equity ratio, which is to evaluate the economic reality of the corporation's capitalization structure. If a prospective borrower is thinly capitalized, a lender will not expect to be repaid, and thus will likely not advance funds to the prospective borrower.
234
While case law proves ambiguous regarding the calculation of the debt-to-equity ratio, legislative history for section 385 indicates that Congress intended that "[t]he debt-equity ratio of the issuing corporation for purposes of this test generally is determined by comparing the corporation's total indebtedness with the excess of its money and other assets over that indebtedness."
235 These inputs-total indebtedness and total equity (total assets minus total indebtedness)-can be valued at (1) adjusted tax basis, (2) book value, or (3) fair market value.
236 Among these alternatives, use of fair market value inputs would best present the economic reality of the corporation's capitalization structure.
a. Adjusted Tax Basis
Adjusted tax basis offers one option to value the inputs in the debtto-equity ratio. Adjusted tax basis reflects "past tax treatment" of a corporation's assets and liabilities. 237 The Treasury's proposed section 385 regulations from the early 1980s calculated the ratio by using the adjusted tax basis of a corporation's liabilities, excluding trade payables, over the adjusted tax basis of stockholders' equity. 238 163(j) utilizes adjusted tax basis to calculate the debt-to-equity ratio to prevent deductibility of interest paid to a related tax exempt or foreign entity. 239 Thus, use of the adjusted tax basis of a corporation's debt and equity for proposed regulations under section 385 would be consistent with section 163(j). 240 In addition, adjusted tax basis values could be more easily accessible than fair market value figures, which the Treasury noted would be difficult to determine for operating assets.
241
Use of adjusted tax basis values in the debt-to-equity ratio, however, presents several disadvantages that outweigh the advantages. First, use of adjusted tax basis would be inconsistent with judicial opinions, which have generally used either fair market value or book value figures. 242 Second, adjusted tax basis figures would not represent the economic reality of the capitalization of the corporation because adjusted tax basis reflects "past tax treatment" of a corporation's assets and liabilities. 243 For instance, some assets, like goodwill or other intangibles, do not have an adjusted tax basis, which would distort the calculation. 244 Finally, in commercial lending transactions, the borrower's tax basis is irrelevant to the lender's consideration of the borrower's assets and liabilities. 245 Because the debt versus equity inquiry is ultimately a question of economic reality, 246 economic reality should be the main focus of the Treasury's regulations. Adjusted tax basis does not necessarily portray the economic reality of a corporation; thus, adjusted tax basis should not 24, 1980 242. See Boyles & Rush, supra note 237, at 68 ("The use of the adjusted basis of the corporation's assets in computing shareholders' equity may be criticized on the basis that it is inconsistent with the existing case law.").
243. See id. at 69 (stating that adjusted tax basis is "an inaccurate measure of capitalization and it has no necessary correlation to economic reality" and is "a reflection of the past tax treatment of assets"). See also Cohen, supra note 240, at 68 ("In many instances, the use of tax basis or book value in measuring assets will provide a distorted picture of the borrowing ability of the taxpayer in question.").
244. Boyles & Rush, supra note 237, at 69 (asserting that some assets, such as goodwill, do not have adjusted tax basis, which "may substantially distort the equity portion of the debt-equity ratio"). See also Cohen, supra note 240, at 67 (noting that most taxpayers would elect to deduct research and development expenditures and therefore have no tax basis in these intangible assets). be used to calculate the debt-to-equity ratio.
b. Book Value
While the Treasury's proposed regulations from the 1980s focused on adjusted tax basis, the Ninth Circuit asserts that book value of debt and equity should be calculate the debt-to-equity ratio. 247 Additionally, rather than excluding trade payables and third-party debt from the ratio, "the total debt-to-equity ratio [comparing the total liabilities to the stockholders' equity] is the appropriate ratio to review in determining whether a corporation is too thinly capitalized." 248 The Tax Court has also used book values in evaluating thin capitalization.
249
There are several advantages of using book values to calculate the ratio. Book values are readily available in the corporation's accounting records and are reported on corporate income tax returns, 250 so utilizing book values eliminates the burden of duplicate records required for a fair market valuation. Using book values would also prevent the corporation from incurring costs associated with a formal valuation. 251 Moreover, book values, based upon generally accepted accounting principles (GAAP), would likely produce more uniformity among taxpayers because "credit is ordinarily extended on the basis of certified financial statements rather than tax returns."
252
Although there are advantages to using book values as inputs into the ratio, book values may not necessarily portray the corporation's true economic capitalization. 253 The net book value of equity could have little to do with a corporation's ability to achieve third-party lending. 254 While it may appear that the use of fair market values would require duplicate records, companies are required to disclose the fair market value of debt, but not equity, in the notes to their financial statements. 255 Further, the 254. Antoon, supra note 136. 255. JCT, supra note 29, at 91 ("From a balance sheet perspective, an instrument classified as debt will generally be recorded at historic cost with any accrued but unpaid interest also accounted Tax Court has noted that book values may not include goodwill, which should not be ignored in computing the value of a shareholder's capital investment in the corporation. 256 Because book values do not illustrate the economic reality of the corporation, book values should not be used to calculate the debt-to-equity ratio.
c. Fair Market Value
Considering economic reality, fair market value offers the best option to value the inputs into the debt-to-equity ratio. Fair market value is "the price at which the property would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or sell and both having reasonable knowledge of relevant facts." 257 Economic reality indicates that the courts should look to what a third party financial institution would use to loan funds to the corporation.
258
In the marketplace, lenders are interested in the debt-to-equity level of a borrower based on the fair market value of a corporation because fair market value indicates the "intrinsic strength of the business to raise capital." 259 In fact, in the proposed section 385 regulations from 1980, the Treasury noted that fair market values would technically be a more accurate figure than adjusted tax basis for the debt-to-equity ratio. 260 Furthermore, the majority of courts have taken assets at fair market value when valuing the equity interest for the ratio. 261 For example, the Second Circuit asserted: "[I]n the determination of debt-equity ratios, real values rather than artificial par and book values should be applied."
262
The fair market value of stockholders' equity can be computed either by netting the fair market value of assets against the fair market value of for as a liability. The company, however, will be required to disclose the fair market value of the debt in the notes to its financial statements.").
256. liabilities or by calculating the fair market value of the issuing corporation's outstanding stock. 263 Some courts have included intangible assets that are not recorded in the accounting records of the corporation when calculating fair market value. 264 Additionally, some courts have considered the going-concern value or the goodwill of an established business to test the adequacy of a corporation's capitalization. 265 In extending credit, third-party lenders would likely take into consideration such intangible assets. 266 However, the main disadvantage of using fair market value is the associated costs of a formal valuation. Requiring small, closely-held businesses, which are likely impacted by the debt versus equity issue, to pay for a formal valuation of their equity could prove expensive. 267 Yet, the IRS has provided ample guidance for valuation experts of closelyheld corporations, so corporations should be able to seek out valuations at a reasonable cost. Moreover, as discussed above, 268 recent cases 817 (1970) (holding that intangible assets should not be included in the debt-toequity ratio unless convincing evidence show that the intangible assets have a direct, primary relationship to the well-being of the corporation, and that the intangible assets are something more than management skills expected of management in any corporation).
265. See Nye v. Comm'r, 50 T.C. 203, 215 (1968) (stating there existed "no reason why either the going-concern value or the goodwill of the established business should not be taken into account in testing the adequacy of the corporation's capitalization"); Murphy Logging Co. v. United States, 378 F.2d 222, 224 (9th Cir. 1967) (considering the intangibles of expectancy of future custom, integrity, and reputation for getting things done as extremely important to prevent the corporation from being "thinly" capitalized).
266. Cohen, supra note 240, at 85 ("Loans made by third party lenders would take such intangibles into consideration.").
267. See Rev. Rul. 59-60, 1959-1 C.B. 237 (outlining "the approach, methods and factors to be considered in valuing shares of the capital stock of closely held corporations . . . on which market quotations are either unavailable or are of such scarcity that they do not reflect the fair market value"). 
D. Beneficial Effects of Proposing Regulations Under Section 385
Proposing regulations under section 385 in regards to thin capitalization and the debt-to-equity ratio would accrue several advantages.
The regulations would decrease litigation, fulfill congressional intent, increase predictability for the corporate taxpayer, increase consistency throughout the Code as well as with tax laws of foreign countries, and incentivize corporate officers to decrease debt in corporate capital structures.
Decreased Litigation and Fulfilled Congressional Intent
The proposed regulations under section 385 regarding thin capitalization would decrease litigation on the debt versus equity issue. Currently, section 385 and Notice 94-47 merely list possible factors to consider in the debt versus equity inquiry. 270 The ambiguity surrounding the governing rule for debt versus equity characterization has resulted in decades of incongruent case law among the Tax Court and circuit courts. 271 Additionally, because the debt versus equity analysis involves a factual determination, the IRS generally will not provide guidance in the form of a letter ruling. Although it is generally inappropriate for the Service to issue a letter ruling on whether an interest in a corporation is stock or indebtedness, there may be instances in which the Service may issue a letter ruling. For example, the Service may issue a letter ruling with respect to an instrument issued by a domestic corporation if (i) the taxpayer believes that the facts strongly support the classification of the instrument as stock and (ii) the taxpayer can demonstrate that there are unique and compelling reasons to justify the issuance of a letter ruling.
Id.
In addition, the proposed regulations would fulfill congressional intent. In legislative history from the codification of section 385, the Senate Finance Committee noted: "[I]t would be desirable to provide rules for distinguishing debt from equity in the variety of contexts in which [the distinction between debt and equity] can arise." 273 Accordingly, Congress authorized the Secretary of the Treasury to prescribe regulations. 274 Treasury regulations are particularly persuasive when "supported by declarations of congressional intent." 275 Furthermore, the Treasury frequently and efficiently issues regulations, which foregoes the moderate pace of Congress. 276 Therefore, the Treasury's proposing regulations under section 385 would fulfill congressional intent.
Increased Predictability
In addition to decreasing litigation and fulfilling congressional intent, proposing section 385 regulations involving thin capitalization would also increase predictability for the corporate taxpayer. Commentators agree that the most significant problem with the multifactor debt versus equity test is its unpredictability. 277 In general, the Code is considered one of the most "extensive, confusing, and unpredictable areas of law."
278 Specifically, the lack of regulations under section 385 makes debt versus equity issues difficult to analyze because of the inconsistent case law and infrequent pronouncements from the IRS. 279 As discussed above, 280 the circuit courts do not agree on a particular list of factors for the debt versus equity analysis. Thus, the circuits' multifactor tests are "similar but not uniform."
281 One commentator noted: "In practice the result of the debt-equity factors is not to provide a solution to the problem but rather to foster uncertainty. Flexibility of a rule always favors the IRS more than taxpayers because most taxpayers are scared by the lack of clear rules and because the IRS can argue different ways in different cases." 282 Predictability would result from the objective calculation of the debtto-equity ratio to determine if the borrowing corporation is thinly capitalized.
283 While other debt versus equity factors require high levels of subjectivity from the courts, 284 thin capitalization-determined by the debt-to-equity ratio-offers objectivity to analysis of the issue. Therefore, the corporate taxpayer would be able to rely on the proposed regulations, which would utilize fair market values to calculate the debtto-equity ratio. If the corporate taxpayer's debt-to-equity ratio is reasonable for its industry, then the taxpayer should be able to predict that the IRS, as well as the courts, would support its interest deductions.
Furthermore, section 385 regulations would provide the corporate taxpayer with a defined framework on which to rely because final Treasury regulations consistent with the corresponding statute have the force of law. 285 The Code gives the Secretary of the Treasury broad authority to prescribe regulations for enforcement of the Code. 286 As a result, "Treasury regulations must be sustained unless unreasonable and plainly inconsistent" 287 with the Code. However, the proposed regulations must be adopted in final form to have full legal effect. 288 Here, section 385 regulations would be considered legislative regulations, 289 which are governed by the Administrative Procedure Act (APA). 290 The APA requires a thirty-day notice and comment period before proposed regulations are published in their final form in the Federal Register.
291
Once finalized, the proposed regulations would be consistent with the Code for several reasons. First, the debt-to-equity ratio is one of the five factors listed in section 385, 292 so further defining this factor would be consistent with the congressional intent of section 385. 293 Second, the proposed regulations would not define thin capitalization as the only factor to the analysis. Rather, the proposed regulations would define thin capitalization as a principal factor for debt versus equity characterization. 294 Thus, the Treasury would have the option to set forth other factors to be taken into account for the debt versus equity analysis in accordance with section 385(b). 
Increased Consistency
In addition to increasing predictability, the proposed regulations would also increase consistency among court rulings, within the Code itself, and with tax laws of foreign countries. First, with objective guidance from the proposed regulations, courts would be less likely to subjectively arrive at their conclusions. Courts are tempted to "bend any available tool" to disallow disproportionate tax benefits, so courts are likely to disallow interest deductions on purported debt. 296 In addition, over time, courts have been inconsistent in their calculation of the debtto-equity ratio. 297 Several courts have used book value, 298 while others have used fair market value. 299 Because the proposed regulations would establish that fair market value is the standard for calculating the debt-tocorporation is to be treated for purposes of this title as stock or indebtedness (or as in part stock and in part indebtedness)."). 295. See I.R.C. § 385(b) ("The regulations prescribed under this section shall set forth factors which are to be taken into account in determining with respect to a particular factual situation whether a debtor-creditor relationship exists or a corporation-shareholder relationship exists.").
296. See Adams, supra note 87. 297. See Liflans Corp. v. United States, 390 F.2d 965, 969 (Ct. Cl. 1968) (noting that the plaintiff's debt-to-equity ratio depended "on when computed and whether the book value or the market value of the assets is used").
298. See discussion supra Part III.C.2.b. 299. See discussion supra Part III.C.2.c.
equity ratio, this ambiguity would be resolved. Second, the proposed regulations would increase consistency within the Code. Several provisions of the Code utilize fair market value, such as in the calculation of initial tax basis, and capital gains and losses. 300 Similarly, the proposed regulations would use fair market value to calculate the issuing corporation's debt and equity. Thus, the proposed regulations would increase consistency between section 385 and other sections of the Code that utilize fair market value.
Some may argue that using fair market value for the debt-to-equity ratio, rather than increase consistency, would decrease consistency. Section 163(j) uses adjusted tax basis, not fair market value, to implement a 1.5 to 1 safe harbor debt-to-equity ratio. 301 As a result, the proposed regulations may decrease consistency between sections 385 and 163(j). However, some commentators assert that section 163(j) should use fair market value rather than adjusted tax basis in its calculation. 302 After balancing the arguments, fair market value appears to be the better approach to increase consistency within the Code.
Finally, the proposed regulations would increase consistency between the Code and tax laws of other countries because the proposed regulations will reach a broader base of corporate taxpayers. In the mid1990s, less than one-third of European countries imposed thin capitalization rules. 303 By 2005, three-fifths of European countries had imposed such rules.
304
These anti-abuse provisions restrict "interest deductibility for loans provided to a domestic corporation by a foreign parent." 305 Tax penalties are usually enforced if the domestic corporation's debtto-equity ratio is above a fixed ratio, labeled as a safe haven or safe harbor.
306
For instance, in Australia, the interest deduction for indebtedness is denied when an entity's worldwide debt-to-equity ratio exceeds 3 to 1. 307 Similarly, in Japan, "when liabilities exceed three times the capital held by the foreign controlling shareholder, the amount use for tax deductions. 322 Here, the proposed regulations regarding thin capitalization would aid in the effort to decrease corporate inversions because the proposed regulations add objectivity to the facts and circumstances test. If a corporate taxpayer is considering a corporate inversion under the status quo, the corporate officers would likely think that the corporation could support its position due to the wide flexibility of the debt versus equity factors test. However, under the proposed regulations, the corporate officers would be forced to focus on economic reality by honing in on the debt-to-equity ratio. As a result, the proposed regulations would incentivize corporations to decrease debt in their capital structures.
IV. CONCLUSION
The debt versus equity treatment of cash advances between shareholders and a corporation has caused decades of litigation, resulting in inconsistent rulings and a plethora of considered factors. Courts should look to thin capitalization with the associated debt-to-equity ratio to objectively evaluate the economic reality of the corporation's financial condition.
To fulfill Congress' intent in enacting section 385, the Treasury should propose regulations to provide more guidance to corporate taxpayers regarding thin capitalization. The regulations should not impose a safe harbor rule because a reasonable debt-to-equity ratio in one industry may be unreasonable in another industry. Rather, the regulations should establish the calculation of the debt-to-equity ratio based upon fair market value of the issuing corporation's liabilities and shareholders' equity. Such an approach is comparable to the approach of third party lenders.
Section 385 regulations regarding thin capitalization and the debt-toequity ratio would solve many shortcomings of the status quo. Treasury's guidance would provide more certainty to taxpayers and would promote judicial economy in focusing on the economic reality of the situation rather than an endless list of factors, several of which are irrelevant in the current financial marketplace. In addition, Treasury's guidance would increase predictability and consistency. The proposed regulations would also incentivize corporations to de-leverage their businesses.
Ultimately, the proposed regulations would bring to the forefront thin capitalization, a principal factor in the debt versus equity analysis. Thin capitalization and the debt-to-equity ratio focus on the economic reality of the corporation's capital structure. As international financing continues to increase, Treasury's guidance on these issues would increase predictability for the taxpayer and consistency for the lawmaker.
